The Investor's Dilemma

Part 1. Balancing Growth and Stability

Investing is a paradox. On one hand, we want fast growth, chasing returns that will help us
reach our financial goals. On the other, we want stability, a smooth ride with minimal
volatility. These two objectives often contradict each other, forcing investors into a
dilemma where every choice feels like a compromise.

In a bull market, growth dominates our mindset. As stocks climb, we feel confident—
almostinvincible. We chase momentum, convinced we can capture even more upside. But
eventually, doubt creeps in. Is this too much, too fast? Are valuations stretched? Should we
lock in gains before they disappear?

In a bear market, our perspective shifts entirely. Fear takes the wheel, and we become
risk-averse, prioritizing protection over potential. Every market decline feels like
confirmation that things will get worse. The questions shift: Should we cut losses before
they deepen? Or double down, buying at discounted prices?

The Emotional Struggle Behind Every Decision

These dilemmas aren’t purely analytical—they’re emotional. The decision to sell, hold, or
buy more is rarely made in a vacuum. It’s colored by deep-seated fears and cognitive
biases like these:

e Loss Aversion — Selling feels safer than holding, even when fundamentals remain
strong.

e Fear of Missing Out (FOMO) - In a rising market, hesitation feels like lost opportunity.

e Fear of Regret-The fear of making a mistake can lead to inaction, even when action
is warranted.

e Tax Avoidance - Selling a winning stock triggers taxes, making investors reluctant to
take profits even when they should.

This push-pull dynamic applies in all market environments, leading to inconsistent
decision-making. That’s why investing success isn’t just about picking stocks. It’s about
managing emotions, sticking to a structured strategy, and removing knee-jerk reactions
from the process.



How a Strong Investment Plan Reduces Emotional Bias

The key to managing these dilemmas is having a well-defined investment policy
statement (IPS)—a structured document that outlines:

e Abrief but clearly stated investment philosophy

e Specific rules for buying and selling

e Risk management strategies based on logic, not emotion

e Portfolio allocation targets that prevent overexposure to volatility
e Text alerts that watch for big price changes or news stories

When we draft our investment plan, we are usually thinking logically, free of the emotional
swings that come with turbulent markets. The challenge isn’t creating the plan—it’s
sticking to it when market misbehavior causes emotions to cloud our judgment.

A well-crafted IPS acts as a safeguard against impulse, ensuring that actions are
predefined rather than reactionary. It becomes the anchor that keeps us grounded when
markets test our patience. We will discuss the IPS in detail in chapter 5.

In the next chapter, we’ll explore the psychological forces that drive impulsive investing
decisions—and how recognizing them can help us navigate uncertainty with confidence.

Part 2: The Tug-of-War Between Logic and Emotion

Investing isn’t just about numbers, charts, and financial models—it’s an emotional
battlefield. No matter how rational we try to be, our feelings creep in, influencing decisions
in ways we don’t always recognize. Fear and greed—two forces that seem to siton
opposite ends of the spectrum—often pull us in conflicting directions, making it difficult to
act decisively.

We tell ourselves that we will stick to the plan, remain disciplined, and ignore the noise.
But when the market takes a steep dive, suddenly that conviction wavers. Panic begins to
setin, and rational thinking is replaced with the instinct to protect what’s left—even if
selling at a loss locks in damage that might have been temporary.

Conversely, in a surging bull market, the narrative shifts. Confidence transforms into
overconfidence. Stocks that have doubled in value feel like they’ll never slow down. Our
long-term strategy takes a backseat to an urge to chase winners, ignoring valuation
models we once held sacred. We hesitate to take profits because selling feels like
admitting we might have left gains on the table. And then, when a correction inevitably
comes, that hesitation turns into regret.



This cycle repeats endlessly. Even seasoned investors wrestle with it. The challenge isn’t
just making the right decision—it’s making it without emotion clouding judgment.

Why Logic Alone Isn’t Enough

We like to believe that data will save us from emotional missteps. If we just analyze enough
numbers, run enough projections, and compare enough historical trends, we’ll make
perfect decisions. But even with all the data in the world, emotions have a way of overriding
logic at the worst possible moments.

Loss aversion, recency bias, and fear of regret are deeply rooted in human psychology. They
don’t disappear just because we understand them—they simply evolve, adapting to new
circumstances and market conditions. That’s why creating a plan isn’t enough—the real
challenge is following it when our emotions scream for us to do the opposite.

Harnessing Emotion Rather Than Fighting It

Instead of pretending emotions don’t exist, we have to acknowledge them and build
guardrails that prevent them from driving decisions. Here’s how:

e Predefine Buy & Sell Rules — Having clear, objective criteria minimizes second-
guessing.

e Use Automation - Setting up stop-loss orders and systematic investing removes
impulsivity.

¢ Limit Market Noise — Constant headlines trigger reactions. Reducing exposure to
daily price swings helps maintain perspective.

e Document Emotional Patterns — Tracking emotional responses to past trades
improves awareness for the future.

Investing is a long game and learning to manage emotions as much as data is what
separates successful investors from the rest.

In the next chapter, we’ll explore how behavioral finance can enhance decision-making,
helping investors anticipate psychological pitfalls before they happen.

Part 3: How We Make Decisions

The average adult makes around 25,000 decisions per day. That includes everything from
small choices—like what to eat or whether to check a notification—to major life decisions.
Given that most people sleep for about seven hours, that means roughly 1,500 decisions



per hour or one every two seconds. Of course, not all decisions are conscious. Many are
automatic or habitual, which helps prevent decision fatigue. Ever felt exhausted after
making too many choices? That’s called choice overload, and it can lead to second-
guessing and stress.

In his 2011 book, “Thinking, Fast and Slow”, Daniel Kahneman identified two systems that
the brain uses to make decisions. System 1 is the fast system. It runs on instinct, intuition,
gut feel, and heuristics (mental short cuts). Without a functioning system 1, we wouldn’t be
able to get out of bed in the morning, let alone close that big sale at the office.

System 2 is the slow system. It runs on thoughtful reflection, analysis, and logic. This
system is responsible for most inventions, medical breakthroughs, and feats of
engineering. We need both systems to function fully as humans.

Investing requires us to think in both of these ways. Understanding when to use each
approach can make the difference between rational decision-making and impulsive
mistakes.

Fast Thinking: Intuition, Instinct, and Reaction

Fast thinking is instinctual, automatic, and often emotionally driven. It’s what kicks in when
markets move sharply, triggering an immediate response:

e Stocks Plummet? Sell Now! — Panic-selling to avoid further losses.
e Stocks Surge? Buy Now! - FOMO-driven buying without evaluating fundamentals.

« Breaking News? React Now! — Making decisions based on headlines rather than
analysis.

Fast thinking operates on heuristics—mental shortcuts that simplify complex decisions.
But while useful for quick judgments, it’s prone to biases like loss aversion and recency
bias, causing investors to act based on emotion rather than logic.

Slow Thinking: Analysis, Strategy, and Patience

Slow thinking is deliberate, logical, and methodical. It kicks in when we take the time to
assess, plan, and evaluate risk:

e Portfolio Rebalancing - Thoughtfully adjusting allocations based on long-term
goals.

¢ Valuation Metrics - Comparing price-to-earnings ratios, Sortino ratios, and
fundamentals before making trades.



o Behavioral Tendency Awareness — Recognizing cognitive biases before acting
impulsively.

Unlike fast thinking, slow thinking prevents knee-jerk reactions. It forces us to step back,
think critically, and make strategic choices rather than emotional ones.

Balancing Both for Smarter Investing

Successful investors don’t eliminate fast thinking - they learn to control it and balance it
with slow thinking. Some ways to achieve this include:

o Setting Predefined Rules - Limit impulsive trades by following set buy/sell
guidelines.

¢ Using Mental Checkpoints — Before making a move, pause and ask: “Am | reacting
emotionally or thinking critically?”

 Leveraging Automated Strategies — Stop-loss orders, structured options plays, and
portfolio automation can counteract emotional decision-making.

Understanding when to slow down and when to act quickly is key to managing market
uncertainty. In the next part of this paper, we’ll explore how a well-constructed Investment
Policy Statement (IPS) — can help us to reduce guesswork and replace it with clearly
thought-out buy & sell rules, rebalancing triggers, asset allocation targets, and so on.

Part 4: Crafting a Well-Constructed Investment Policy Statement

Investing is as much about strategy and discipline as itis about selecting individual stocks,
bonds or funds. Throughout this paper, we’ve explored the psychological pitfalls investors
face, the push-pull of emotions, the role of slow vs. fast thinking, and the importance of
Bayesian decision-making. Now, we bring all these elements together into a structured
framework—a well-crafted Investment Policy Statement (IPS).

An IPS serves as the roadmap for an investor's decision-making process. It removes
emotional impulses from investing, ensuring that decisions align with long-term objectives
rather than momentary reactions to market fluctuations.

What Is an Investment Policy Statement?

An IPS is a written document that outlines an investor’s financial goals, risk tolerance,
asset allocation strategy, and rules for buying and selling assets. It is commonly used by
institutions like pension funds, but individual investors can benefit significantly by adopting
one for personal use.



A well-crafted IPS answers essential questions such as:
e Whatis my Investment Philosophy?
e What are my long-term money goals?
e Whatis my minimum acceptable rate of return?
e Canlarticulate my need, ability, and willingness to take risk?
e What are my ironclad rules for buying or selling an asset?
e Whatis my actual investing track record?
e Have | devised a clear-cut method for measuring the progress of my portfolio?

e Dol know the warning signs that | might be speculating with my money instead of
prudently investing it?

The IPS functions as a contract with oneself—a document meant to be followed through
both bull and bear markets, reducing emotional decisions and reinforcing strategic
consistency.

Section 1: Money Goals and Time Horizons

This is where many investors start thinking to themselves, this seems like a lot of work for
very little payoff. Maybe | don’t really need an IPS. I’'m here to tell you that the payoff is
HUGE! UBS, the Swiss bank and wealth manager, did a study a few years ago that found
investors who took the time to write an IPS ended up with 40% more wealth at retirement
than those who didn’t have an IPS. That’s a big payoff, in my opinion. So, let’s soldier on,
shall we?

Every IPS starts with a clear statement of investment philosophy and financial
objectives, which set the foundation for all investment decisions.

Defining Goals

Begin by specifying your desired outcomes:
¢ Terminal wealth — How much money you need in order to stop working.
¢ Income generation - How much in total dividends and interest you will need.
e Capital preservation - Strategies to minimize losses during downturns.

 Tax efficiency - Strategies to optimize after-tax returns.



Each goal should include a time horizon, whether it’s retirement planning (20+ years),
short-term liquidity needs (1-3 years), or medium-term goals (5-10 years).
Section 2: Risk Tolerance and Psychological Biases

This section defines your acceptable level of risk, ensuring investment choices align with
psychological comfort and financial capacity. It is based on your need, ability, and
willingness to take risk. For example, if you already have a sizable nest egg, your need to
take risk is lower than someone who has a much smaller account balance.

That’s the need part. The ability part has to do with your risk capacity. Essentially, how
much financial risk you can afford to take based on your current assets, income, financial
obligations, and money goals. Risk capacity differs from risk tolerance, which is your
emotional or psychological comfort level with uncertainty and market volatility. You might
feel comfortable taking high risks (high risk tolerance), but your financial situation may not
support it (low risk capacity). Conversely, someone who dislikes uncertainty (low risk
tolerance) might still have a strong financial foundation that allows them to take on
investment risks (high risk capacity).

Quantitative Metrics for Risk Management

Instead of relying on vague statements like “I can handle moderate risk,” use precise
volatility metrics:

e Standard deviation — Measures portfolio volatility.
e Sortino ratio - Evaluates risk-adjusted returns with downside protection.
¢ Max drawdown - Assesses peak-to-trough loss tolerance.

These metrics remove subjective interpretations of risk, making allocation decisions more
data driven.

Managing Psychological Biases

Investors must acknowledge the emotional traps that can derail decision-making. Your IPS
should include rules to counteract these biases:

¢ Loss aversion - Define clear stop-loss thresholds.
e FOMO (Fear of Missing Out) — Restrict impulsive trades with cooling-off periods.
e Recency bias — Review historical performance data before adjusting strategies.

By documenting potential biases, investors gain self-awareness and preemptively mitigate
irrational behavior before it influences decision-making.



Section 3: Asset Allocation Strategy

A structured asset allocation plan ensures your portfolio aligns with risk capacity and
money goals. Keep it simple. For someone who is early in their investing journey, a simple
5=ETF allocation scheme would do nicely. These ETFs would cover US Large Caps (SPY),
US Small Caps (VTWO), US Mid Caps (MDY), a non-US equity fund (VXUS), and a broad-
based bond fund (BND).

As you gain experience and build wealth over time, you can adapt to these changes by
making changes to your IPS. For example, you might want to include individual stocks in
the mix.

Diversification Rules
Define specific target allocations across different asset classes:
o Equities — Percentage allocation to stocks (growth vs. value).
o Fixed Income - Bonds, treasuries, or dividend-paying securities.
+ Alternative Investments - Commodities, real estate, private equity.
e Cash & Liquidity - Emergency reserves for market downturns.

Your IPS should establish rebalancing guidelines, ensuring allocations adjust
systematically rather than emotionally. These guidelines can be as simple as the passage
of time, or as complex as a certain percentage change in the allocation of an asset.

Dynamic Adjustments Using Bayesian Thinking

Instead of making reactionary shifts, a Bayesian framework updates probabilities based
on new market data. For example:

o If a sector shows sustained volatility, adjust weightings rationally based on historical
probabilities rather than automatic responses.

o Use quantitative signals (e.g., earnings revisions, macro trends) to justify allocation
changes rather than subjective sentiment.

This keeps portfolio decisions logical and evidence-based rather than emotionally driven.

Section 4: Buy, Hold, and Sell Rules

This section provides clear decision-making frameworks for entering, holding, and exiting
positions. To facilitate this, we suggest using automatic triggers like text alerts when a stock
or ETF reaches a certain predefined price, or email alerts when analysts raise or lower
earnings estimates, price targets, or buy-hold-sell ratings.



Predefined Entry Conditions
Your IPS should specify:

e Fundamental triggers — P/E ratios, revenue growth, competitive moat.
¢« Technical indicators — Moving averages, RSl levels, breakout confirmation.

e Macro-economic considerations — Interest rates, inflation trends, economic cycle
phases.

By defining quantitative entry rules, investors reduce impulsive buying decisions driven by
emotion.

Holding Period Framework

Avoid emotional decisions by establishing minimum holding periods:
¢ Short-term positions — 3-12 months.
e Long-terminvestments - 3-5 years.

¢ Permanent core holdings — Stocks unlikely to be sold barring fundamental
deterioration.

This ensures positions are held based on strategy, not emotion-driven panic selling.

Exit Strategy Based on Bayesian Decision-Making

Instead of reacting to short-term price moves, use a Bayesian framework to determine
when to sell, trim, or hold.

Example:

o Ifastockdrops, say, 10%, do some digging to find out whether some kind of
fundamental deterioration caused the decline OR if it’s just market noise.

o Adjust probabilities objectively, rather than reacting emotionally to price
fluctuations.

o Use predefined stop-loss triggers, rather than subjective discomfort, to make exit
decisions.

This approach prevents irrational selling at market bottoms while maintaining discipline
in taking profits.



Section 5: Market Stress & Behavioral Safeguards

Even the best IPS can be tested in extreme conditions. This section defines how to
maintain discipline during market volatility.

Rules for Bear Market Conditions

e Avoid panic selling — Implement systematic review periods before making exits.
+ Maintain liquidity buffers — Allocate reserves for rebalancing when valuations drop.

e Use options hedging strategies — Cash-secured puts and covered calls for risk
mitigation.

Rules for Bull Market Euphoria

¢ Avoid chasing momentum stocks — Maintain allocation discipline even in rising
markets.

e Gradually trim overextended positions — Lock in gains strategically.

¢ Monitor sentiment indicators — Track excessive optimism and speculative
excesses.

Maintaining psychological balance through predefined stress-management tactics
prevents emotion-driven errors.

Conclusion: The Power of a Well-Crafted IPS

A disciplined Investment Policy Statement serves as both a compass and an anchor—
guiding decisions with structure while preventing emotional missteps. By integrating
behavioral safeguards, Bayesian decision-making, and structured allocation rules,
investors can make high-conviction choices with confidence, regardless of market
conditions.

A strong IPS removes the guesswork, ensuring every buy and sell decision is based on
logic rather than impulse. Investing isn’t about avoiding emotions—it’s about controlling
them through a structured framework, ensuring wealth-building decisions are deliberate,
consistent, and data-driven.

Final Thoughts

Investing is as much about discipline and structure as itis about selecting assets. Without
a clear framework, emotions—fear, overoptimism, hesitation—can derail even the best



strategies. That’s why a well-constructed investment policy statement (IPS) is so essential:
it ensures decisions are deliberate, rational, and consistent, rather than impulsive
reactions to market fluctuations.

The ideas we’ve explored—balancing emotions, applying slow vs. fast thinking, leveraging
Bayesian analysis, and counteracting behavioral biases—all tie back to the core principle
of structured decision-making. A strong IPS:

¢ Removes the guesswork from investing, preventing knee-jerk reactions.
e Aligns decisions with long-term financial objectives, not short-term noise.

e Provides clear buy, hold, and sell rules, ensuring rational execution in any market

environment.

Ultimately, the ability to think probabilistically, manage psychological influences, and
refine strategies over time is what separates great investors from the rest. The market will
always present uncertainty, but those who operate with clarity and discipline will be best
positioned to navigate its challenges—and capitalize on its opportunities.

As you refine your IPS and investment approach, remember that it’s not about eliminating
emotions—it’s about managing them within a structured framework.
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